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EDITORIAL DEPARTMENT NOTE 


Many companies which prepare their budgets on a calendar year basis 
are now busy putting the finishing touches on their plans for the coming 
year. Naturally the period ahead is difficult to forecast, but accountants 
have learned from past experience that the difficulty of the job is no excuse 
for lack of forward planning. Perhaps a shorter forecast period will be 
necessary, possibly plans will need to be revised more frequently, but fore- 
casting and planning are just as necessary—yes, even more necessary— 
when business departs from the normal pattern than in normal times. The 
two articles in this issue of the Bulletin should provide some help in this 
difficult job. 

The author of our first article, J. A. Livingston, is Staff Economist of 
Business Week. A native of New York City, he is a graduate of the 
University of Michigan. Formerly Associate Editor of the New York 
Daily Investment News and Public Utility Editor of the Financial World, 
Mr. Livingston has also contributed to the Encyclopedia of Social Science, 
the American Mercury, the Commentator, the Annalist, Barron’s Weekly, 
Public Utilities Fortnightly and the Saturday Evening Post. In addition 
to his other activities, Mr, Livingston finds time to operate his own invest- 
ment trust and spend many hours on his Pennsylvania farm. The present 
article was prepared for delivery before our Philadelphia Chapter. 

Henry C. Perry, author of our second article, joined his present company, 
the — Yn Co., as Assistant Secretary following the World 
War. He is at present Secretary and Treasurer of his company and a 
member of its Board of Directors. Prior to his association with his present 
company, Mr. a served as Accountant with the American Thread Co., 
Treasurer of the Noiseless Typewriter Co., and during the World War 
as Accountant in charge of the Ordnance Department at the United States 
Cartridge Co. in Lowell, Mass., and in Washington, D. C. Mr. Perry is a 
member of the Worcester Chapter of N. A. C. A. and has been active in its 
operation. He is a Past President of the Controller’s Institute of America 
and has served as Chairman of the Accounting Committee of the National 
Association of Furniture Manufacturers. 





Articles published in the Bulletin present many different viewpoints. In 
publishing them the Association is not sponsoring the views expressed, but 
is endeavoring to provide for its members material which will be helpful 
and stimulating. Constructive comments are welcomed and will be published 
in the Forum Section of the Bulletin. 
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FORECASTING 


By J. A. Livingston, Staff Economist, “Business Week,” 
New York, N. Y. 


I AM pleased to be here because I think we are approaching a 

period—no, I think I’d better say we are in a period—in which 
the cost accountant has his work cut out for him. We are in a 
period in which every business man will be faced with intricate 
problems relating to labor turnover and replacement of inventories. 
Therefore the advice that the business manager gets from his cost 
accountant will be invaluable. Indeed, I should say that in the next 
few years, the cost accountant will hold the key to business profits. 
Whether stockholders get large or small dividends will depend 
primarily on how well you do your jobs—how well you anticipate 
changes in the trend in business, shifts in costs of goods, and rises 
or falls in wages. 

Your success or failure depends on your ability to anticipate 
what happens to business in general ; it depends on your capacity 
either to forecast business conditions yourself or to use the cor- 
rect forecasts of others. But no matter whether you do your own 
forecasting or get somebody else to do it for you, the fact remains 
that forecasting is a decisive factor in your work. It helps you to 
decide whether to expand inventories or curtail inventories. It 
helps you to determine whether it is better to have men on hand, 
even though they are not working full time and consequently the 
result is high labor costs per unit of output, or whether to lay off 
men and then run the risk of replacing them in a labor market 
which might be extremely tight. 


Forecasting and Business Planning 


Forecasting, after all, is the first step in business management, in 
business planning. No business act is done without forecasting. 
The retail candy storekeeper, when he decides to lay in a stock 
of two dozen packages of Wrigley’s chewing gum instead of his 
customary one dozen, is engaged in forecasting, even though he 
would not acknowledge his action as anything so high-sounding or 
high-falutin. He’d say simply that he was increasing the size of 
his order; but at bottom, what he is doing is anticipating an in- 
crease in the demand for chewing gum, and he does not want to be 
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caught short of stock; or he’s anticipating a rise in the price of 
chewing gum, and therefore he wants to guard against an increase 
in his inventory replacement costs. The druggist who grants his 
soda clerk a raise is also forecasting. He’s forecasting first that he 
could not replace the clerk at the same weekly salary, or that an- 
other clerk would be unlikely to do as good a job, or that the 
growth of the soda business warrants paying a somewhat higher 
rate. 

Plainly, forecasting covers a multitude of industrial problems. 
Putting up a new factory, for instance, is probably the biggest and 
hardest problem that confronts the industrial forecaster. In that 
case he must decide (a) whether there will be a continuing and ex- 
panding demand for the company’s product; (b) whether the cost 
of the new plant will be paid off by increased volume over the 
course of a specified number of years; (c) whether the new plant 
will increase or decrease the efficiency of the business, because with 
more workers on the payroll, management and organization prob- 
lems become more complex. 


Forecasting an Art 

Clearly, then, since forecasting covers so many different types of 
questions, since many of the answers to the questions cannot be 
put down in dollars and cents, since intuition plays a very great 
part, forecasting cannot be considered a science. Indeed, it is far 
from a science. It is an art. But it is a very important art in the 
conduct of American business. Whether an individual com- 
pany survives or ultimately becomes a digit in the business failure 
column in the Business Week’s Figures of the Week page depends 
entirely on whether the company’s management has been a success 
or failure in forecasting. For a business is the moving sum total 
of its adjustments to the future. It must adjust its inventories, its 
prices, its expansion to what is expected to happen, rather than to 
what is immediately happening. And on these adjustments hinges 
the profit-and-loss account your president sends to stockholders at 
the end of the business year. 


Using the Past as a Guide 
In making these adjustments to the future, most business 
men use the past to guide them. That’s perfectly natural. That’s 
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what we all do. The only reason we know that the sun will rise 
tomorrow is that it always has in the past. We have faith in the 
sun. But because the sun always rises, it does not follow that eco- 
nomic cycles will repeat themselves in the same old way. Some of 
the old rules go by the board awfully fast. When war broke out, 
for instance, the past was a particularly poor guide. Let’s look 
back to July—August—September, 1939, just before Germany 
marched into Poland. 

Everybody that I know of was expecting a repetition of the 
summer and autumn of 1914, when the stock market was closed, 
and when there was wholesale liquidation in domestic commodity 
markets and business went into a tailspin. In 1939, most 
people expected history to repeat; anything short of utter collapse 
would have been regarded as a great relief. 

I remember distinctly how I was feeling; I felt like a lone man 
on a desert island. I had listened to all this talk of collapse, of how 
business men would not buy anything, of how orders would stop 
dead, of how prices would be sure to decline, and of how the stock 
market would go to pot. But I had a different theory. Ever since 
the Munich Pact in 1938 the world was being prepared for an out- 
break of war. I had the feeling that war was pretty well dis- 
counted. I had the feeling that American business men would re- 
act to the news in a manner opposite to what was expected. For 
more than a year men had been uncertain about the future; they 
could never tell whether it would be war or peace. The uncertainty 
froze initiative. _ 

That, then, was the situation in July and August, 1939. Uncer- 
tainty was the dominant factor in business. Now, I wondered, 
what would happen if that uncertainty were removed. And I con- 
cluded that things would open up ; that business would expand. The 
major uncertainty would be over. It’s true there would be another 
uncertainty: How would war affect business? But at least certain 
definite postulates could be laid down. Given war as a known fact, 
business men could plan their operation on the basis of that fact. 
There was only one possibility, one uncertainty, whereas formerly 
there were two. 

Well, after I came to that conclusion, and got myself all stirred 
up, what did I do about it? Did I proclaim it to a breathless world? 
Did I write it up in Business Week? No. I was scared of my own 
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forecast. I talked it over with other persons in whose judgment I 
had faith. They all impressed upon me the foolishness of sticking 
out my neck in that way. How could I possibly believe anything 
so unorthodox as that war would cause an advance in business in- 
stead of a decline. I ought to have my head examined. 

You know what happened, of course. After Germany marched 
into Poland and England and France declared war, the markets 
opened up wide. Stocks went up, commodities went up, and busi- 
ness men laid in inventories. And the nearest I had come to cash- 
ing in on my judgment was a statement which appeared in Business 
Week. It hinted what was to happen. It said, “War can cause 
business to open up, as well as freeze.” That wasn’t as close as I 
like to be. But at any rate it was closer than most people came at 
the time. 


The Crowd Is Usually Wrong 


And that taught me an important lesson. It’s this: In forecast- 
ing, do not be afraid of being out of step with the crowd. For 
the crowd is usually wrong. Sometimes we frequently overlook 
that men react to most things largely through force of habit. Just 
try combing your hair differently sometime, and see what I mean. 
William James, the famous psychologist, pointed out that people 
seldom do anything well until they have learned to do it as a matter 
of habit. He went on: “Habit is the enormous flywheel of society, 
its most precious conservative agent.” Perhaps you have seen the 
key man in an organization leave, and people expected it to fall 
apart. But it kept going. Habit kept it going. 

If men respond to outside stimuli through force of habit, it fol- 
lows that at any one time you will get an average reaction—an 
habitual reaction—from most persons. For example, if you tell a 
business man that the stock market has gone down, and ask him 
what’s going to happen to business, you can be fairly sure that he’ll 
say business is going down. For habitually business men have been 
schooled to the idea that the stock market forecasts business. Yet 
for nearly a year, stocks have been going down and business has 
been going up. Here’s a case where habital response has been all 
wrong. 

In trying to forecast, however, you cannot afford to rely on the 
average reaction. You've got to be ahead of the crowd. You don’t 
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want to figure on what the crowd is responding to at this particular 
moment—today—you want to figure on what the crowd will be re- 
sponding to tomorrow. And right there, in that sentence, is the 
crux of forecasting. 


Forecasting Not New 


Forecasting is an ancient and honorable profession. It goes back 
to the neolithic age when man first began using crude stone instru- 
ments. The cave man of that period used to look at the sky to fore- 
cast the weather so as to decide whether the next day would be 
good for fishing, hunting or plowing. Rain would mean that it 
was a fish day. Babylonian and Egyptian astrologers scanned the 
stars to predict the course of future events; and the Greeks had 
their famed oracles. 

I have one objection to the word “forecasting” as applied to busi- 
ness analysis. Use it, and people think of you as a mind reader, or 
soothsayer, or somebody who goes into a trance. That’s the penalty 
for trying to find the answer to the question: How’s business? 
The serious-minded forecaster is engaged in the business of an- 
alyzing the many forces that at all times are acting and inter-acting 
on the country’s mining, production and distribution processes. 
And from analysis of current business facts and statistics, from 
examination of political and social forces that are in operation, he 
can make shrewd and often correct judgments on future trends. 

For with a given set of influences and conditions acting on men, 
one can usually conclude how they will react. Indeed, forecasting 
cafi perhaps be defined as an attempt to determine how the mass of 
men will respond to a given set of social, political and economic 
phenomena. 


Effect of Incorrect Forecasts 


Making correct forecasts is a big responsibility—perhaps a big- 
ger responsibility than most men think. Take the case of a com- 
pany like Sears, Roebuck & Co. When its business analysts make 
a good or bad forecast, it affects the lives of millions of people— 
not only its stockholders and its employees, but also the countless 
buyers of merchandise all over the country. For Sears, Roebuck’s 
price structure has an important influence on the retail price struc- 
ture in the United States. In 1933, for instance, Sears, Roebuck 


341 











N. A. C. A. Bulletin December 1, 1940 





stocked up heavily on inventories, anticipating an advance in 
prices. Prices did rise. And Sears made a lot of money for its 
stockholders. But because of its timely purchases of goods, it also 
saved money for thousands of consumers. Having bought at the 
right time, Sear was able to shade prices. On the other hand, Sears 
was not so successful in 1937-1938. It built up a large inventory 
in the summer of 1937—just before the business collapse. And 
naturally, with high-priced inventories to work off, Sears prices 
probably had a tendency to be on the high side rather than the low 
side. Ford is another example. His going out of production in 1927 
was a critical factor in the business depression of that year. 

Forecasting—or analyzing business conditions, as I prefer to 
call it—is not accomplished with a crystal ball or with a pipe in the 
mouth. At home our maid once asked Mrs. Livingston just what 
my business is. And Mrs. Livingston said: “He’s an economist.” 
That satisfied Florence for a little while, and then she turned to 
Mrs. Livingston and asked : 

“Mrs. Livingston, what does an economist do when he gets to 
the office ?” 

My wife thought for a while and then she did me a great injus- 
tice. She said: “He goes to the office, sits down, and thinks.” 

That seemed to satisfy the maid. At least she never referred 
again to the subject of what an economist does. But I can assure 
you that Mrs. Livingston’s observations did not satisfy me. 


The Tools of Forecasting 


In order to analyze business surely and soundly, it is necessary to 
have certain data, certain statistics. For forecasts don’t stream out 
of a blank mind. Just as a carpenter needs tools to make a cabinet, 
so an economist needs tools to make a forecast. Indeed, the best ex- 
ample of forecasting that we have is our weather bureau, which 
has all sorts of intricate instruments to determine winds, barometric 
pressure, tides, and so on. Doctors are forecasters, in a sense. 
Certain statistics, like a person’s blood pressure and pulse and tem- 
perature convey specific information to a physician. And doctors 
know that certain types of people are subject to certain diseases— 
nervous people are susceptible to stomach ulcers, fat people to high 
blood pressure. 


342 














ee 








December 1, 1940 N. A. C. A. Bulletin 





Economists, too, can draw certain general conclusions from a 
general fact, just like doctors. For instance, if you tell me that 
you’re in the steel busines, I'll assume—and probably correctly— 
that right now your business is operating at close to capacity. I’d 
also assume that your company has its violent ups and downs. 
For one of the notions I’ve picked up in the course of years is that 
steel is a prince or pauper industry. So if you work in a steel 
company, as an economic doctor I’d diagnose your case as cyclical 
unhappiness. 

Thus forecasting is putting together certain economic data 
gleaned from the past and fitting the pattern of the past into the 
present. The theory behind this is that certain things recur over 
and over again in history. Again, we get back to the basic fact 
that men are creatures of habit and oftentimes respond in the same 
way to the same stimulus, or similar group of stimuli. 


Judgment Required 


But it is never safe to assume that history will always repeat 
itself in the same way. And that’s where the art in forecasting 
comes in—being able to differentiate, to sift out the distinction, 
between one group of circumstances and the next group of similar 
circumstances. Take the case of 1937-38. There was a terrific de- 
cline in business. People were talking about going back to the 
dog days of 1932. But there were essential differences between the 
collapse of 1937 and 1929. In 1937 there was not the huge volume 
of unliquidated stock market and bank debt outstanding as in 1929. 
In one case, we were getting over the long joyrides of the boom 
’20’s; in the other case, we were simply getting rid of a mild hang- 
over from going too fast during 1936 and 1937. The two periods 
were not in the least comparable. The period 1937-38 was com- 
parable with 1927-1928—the Ford depression—not with 1929-1932. 

There’s a personal incident of that period I’d like to recount to 
you. I was having luncheon in May, 1938, with the head of a large 
investment counsel firm. And just as you’d expect two postmen 
who get together to talk over delivery routes, we were talking over 
business prospects. He was disappointed, as a great many other 
persons were that spring, because business had not picked up as 
he and others had expected. Business was simply moping along. 
He decided that we’d have to wait until the fall for a business 
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recovery. I remarked that almost everybody in the business of 
analyzing industrial prospects was saying the same thing. He 
said that was what bothered him ; when everybody agrees on some- 
thing, it must be wrong. 

At that, I remarked that if everybody expected business to rise 
in the fall, and was saying so, then it was logical to expect busi- 
ness to start advancing in the summer, because business men would 
begin laying in inventories in anticipation of the rise. That’s just 
what happened. The upturn started in July. And it illustrates once 
more the point that I’ve tried to emphasize ; that forecasting is the 
art of anticipating how the crowd will react to a given set of eco- 
nomic, social and political phenomena. 


Mechanical Forecasting 


Roughly, there are two kinds of forecasting: One is called 
mechanical forecasting. This assumes a certain immutable pattern 
in economic ups and downs and if you study this pattern you'll 
always bob up with the right answer. The other is called looking at 
the fundamentals—the fundamentalist is supposed to look at all 
sides of all economic and social phenomena and then conclude 
what’s what. He has no set rules, no guaranteed patterns. 

In most mechanical forecasting, surface indications are assumed 
to be caused by basic things underneath. For instance, many people 
believe that the stock market forecasts itself mechanically. Dow 
theorists watch closely the movements of stocks—and from the 
action of the market, itself, they are able to determine its trend. 
They reason that the market represents the collective judgments 
of thousands of people in the United States, investors and specu- 
lators alike, and that the opinions of these thousands of people, as 
recorded in the rise and fall of stock prices, are the sum and sub- 
stance of the outlook of all men. In this way the stock market is 
supposed to render a bloodless verdict on itself. It’s supposed to 
tell whether the trend is up or down. 

In using the stock market as a guide to business conditions, day- 
to-day movements are more or less disregarded. The trend is the 
ir portant thing. I remember back in the 1937 panic, when U. S. 
Steel Common sold one morning at 62 and in the afternoon was 
down to 54. Thus in less than five hours 10 per cent was knocked 
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off the market value of the company’s common stock. Yet, obvi- 
ously, the conditions affecting the company did not change so dras- 
tically in five hours. 

What had happened was that investors and speculators sud- 
denly awoke to a vast change in the outlook for business generally. 
So steel reflected this sudden, this violent shift in opinion. Such a 
shift, incidentally, took place last May, when Americans came to 
the realization that the French army was not living up to its pre- 
war reputation, when it became apparent that the German forces 
would break through to Paris. The market reacted violently and 
sharply to this change in the European outlook. The market went 
down. But, strangely, business immediately started going up. I'll 
come to the reason later. 


The Cyclical Theory of Forecasting 


Another type of mechanical forecasting has become widely ac- 
cepted—the cyclical theory of forecasting. Statisticians have de- 
veloped a series of mathematical curves for all types of banking 
and industrial phenomena—prices, steel operations, car loadings, 
building, bank debits and so on. And they’ve worked them back 
for years and years, coming to the conclusion that business peaks 
and business valleys come with surprising and rhythmic regularity. 
As a result, economists oftentimes talk of short-term cycles, and 
40-month cycles, and 72-month cycles. But these cycles don’t al- 
ways operate independently. Thus, you might have a building 
cycle of 72 months on the way up, while the 2-year cotton textile 
cycle is on the way down. The question then arises which of these 
two divergent cycles will exert the most force on business. There- 
fore, in this type of forecasting you have to break up, or fraction- 
ate, your cycles and oftentimes this is difficult. 


Tools Must Be Kept in Condition 


For a great many years banking figures have been widely used 
in analyzing business. .And for good reason. Banking statistics 
are available weekly—collected as they are by the Federal Reserve 
System. And banking statements reflect a very broad cross-section 
of American business. They show increases or decreases in loans, 
increases or decreases in deposits, and they show furthermore how 
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fast people are spending, through the bank debit—figures that are 
also reported. So here, in the banking figures, we get evidence of 
what people are doing with their money. For banking statements 
offer a composite picture of manufacturing payrolls, deposits of 
storekeepers and purchases of stocks and bonds in Wall Street. 

The forecaster, however, runs into danger if he depends on any 
one tool. It’s well to cross-check statistical data. Moreover, the 
forecaster cannot assume that a tool is always in good condition for 
re-use. Like a carpenter, he’s got to sharpen his saw, or adjust 
his plane. Here’s what I mean. Many years ago money in circula- 
tion was considered an excellent indicator of business conditions. 
An increase in the volume of currency outstanding was a sign that 
people were spending freely; it signalized, therefore, the time to 
expand inventories, and perhaps to increase manufacturing output. 
But later on, when people began to write checks, instead of using 
cash, currency in circulation declined. Cash money went out of 
style in a sense. Yet people who regarded money in circulation as a 
business indicator—who failed to keep abreast of their statistics— 
were feeling bearish, when actually a rising volume of check trans- 
actions indicated that business was expanding. They were tricked 
by the statistics into a false forecast. And then there’s the extreme 
example of February and March, 1933, just before the banks closed. 
Money in circulation rose furiously. Did that mean good business ? 
No, indeed. It meant just the opposite. People were hoarding! 
They were afraid of the banks. 


Other Examples 


There are other examples of statistics that become rusty—statis- 
tics that lose their value as guides in business. Take steel scrap, 
which thousands of people swear by, and for the most part quite 
correctly. You all know that steel scrap is used in producing steel. 
It’s a substitute for pig iron; oftentimes, for specific purposes, it’s 
better than pig iron. Back in 1938 and 1939 the price of steel scrap 
was advancing rather consistently. But steel operations were not 
improving markedly. Yet many people disregarded this anomaly, 
and argued that if steel scrap advanced it was only a matter of 
time before steel operations would go up. Their reasoning was that 
the steel companies always buy scrap whenever they get orders, 
that therefore orders must be coming in, and that in time steel pro- 
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duction would expand. But nothing like that happened. American 
steel companies were not accumulating scrap at all. The price was 
going up because Italy and Japan were buying. Thus a widely 
used barometer of business gave a wrong indication. Some ex- 
ternal factor knocked the tool out of joint. 

Another example of statistical beguilement is the widely used 
series on new security issues. All during the period of 1933 
through 1939 it was common to argue that new capital wasn’t go- 
ing to work, that business was not expanding, that corporations 
were on a capital strike. The basis for these statements was that 
corporations were not going to investment bankers for new capital. 
The new issue market was reported as “dead.” All of that is true. 
New security issues were few and far between. 

Yet that did not prove that business men were not embarking 
on new ventures, that capital was on strike. For the new issue 
market had ceased to be a true gauge of corporate expansion. 
While new issue statistics were declining, data on industrial build- 
ing contracts awarded were going up, showing that big corpora- 
tions were building new plants. 

It was perfectly correct that big corporations were not in the 
market for new money. They were not floating securities. Why? 
Because back in 1928 and 1929, when common stocks were easy to 
sell, corporations raised a great deal of cash. They were able to sit 
on that cash all during the ’30’s, for there was no need for invest- 
ing it in facilities for expanding production. Then in 1936, 1937, 
1939, and 1940, when the need for new plant became acute, they 
simply financed the expansion out of their own cash resources. 
There are dozens of examples of large corporations that today are 
not floating securities to take care of their expansion. They had 
the money on tap. Now that they need new plant they’re using the 
money. But the new issue market does not fully reflect their capital 
additions. So another business measure must be taken with several 
grains of the salt called statistical circumspection. 


The Quantitative Method of Determining Business Trends 


That’s why I prefer to rely on a great mass of business data, 
rather than place too much faith in a single major indicator of 
industrial trends. By using numerous statistics—like steel oper- 
ations, carloadings, freight car orders, cotton textile output, com- 
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modity prices and rubber consumption—an automatic system of 
checks and balances is established. Obviously, if a great many in- 
dividual series are going up, and an equally great number are going 
down, business cannot be said to be operating on all eight cylinders. 
And I have reason therefore to look around before becoming too 
bearish or too bullish. 

If I had a name for my system of forecasting, I think I’d call it 
the quantitative method of determining business trends. 

In essence, what I do is to line up all the business series that are 
going up on one sheet of paper, line up all the others that are going 
down on another sheet, and then decide first where business is, and 
then where it’s going to be. That’s my system, and I’ve never been 
seriously stuck with it yet. 


First Decide What You Are After 


But I haven’t yet mentioned the most important thing about 
forecasting. Before you can begin to forecast, you have to decide 
just what you want to forecast. It’s usually not very purposeful 
to say business is going to go up, or business is going to go down. 
It’s necessary to decide what is meant by up or down, and how 
much. A method must be established to keep score. Now when I 
talk of an advance in business, I usually mean that the Business 
Week Index of Business Activity will advance. Other people, of 
course, use the Federal Reserve Board’s Index of Industrial Pro- 
duction or some other measure. When a person in the electrical 
equipment industry says business is improving, I suppose it would 
be safe to assume that he means the electrical equipment industry 
is doing better. So in forecasting it’s important to know just what 
is being forecast to begin with. 

There’s a real advantage in a broad measure of business, how- 
ever, like the Business Week Index, or the Reserve Board Index. 
And that is that most large corporations can establish a definite 
correlation between their own gross sales and a general purpose 
business index. In other words, a 10 point rise in the Business 
Week Index ought to result normally, in say, a $5,000,000 advance 
in the gross sales of the XYZ company. Thus, when we predict in 
Business Week that the Index ought to rise to a certain level— 
which we frequently do—it may have an immediate significance 
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to you in your business, assuming your business operations corre- 
late with the movement of business in general, and hence with the 
movement of our index. 


Picking the Turning Point 


Now of course the most important thing in business analysis is 
picking the turning point. The ripples in business, such as the 
minor drop that occurred in 1939, are not important. While such 
a decline is in process, of course, the forecaster must be sure in his 
own mind that it will not develop into a deflationary spiral and 
thereby into a deep depression. But as a rule—and this is some- 
thing that we can only determine in retrospect—what the forecaster 
is interested in is predicting accurately the turning points at the 
end of an upturn or a downturn of major proportions. For in- 
stance, in order to be able to judge what would happen to costs in 
1930, you would have found it necessary to know that the long bull 
market was coming to an end in 1929. Similarly, in order to have 
had a fairly clear vision of rising costs in 1933, you would have 
had to have in mind the possibility of an upturn in that year. 
And it’s right here we come to the crux in business analysis— 
catching the critical turns. 

Considering the fact that so many people are surprised when a 
decline starts, and stock prices—as they so often do—go toboggan- 
ing, it is hard to believe that there are always plenty of warnings 
of a change in the business trend. I have here the proof of what 
I’m saying. You can always be sure that a storm warning is hang- 
irig out, but you have to have the patience and the imagination to 
see it. 


Signs of Coming Events 


In our work we follow over one hundred individual series of 
charts on industrial turning points. Some, of course, we watch 
more closely than others. 

In 1929, for instance, business made a high in June, July and 
August, and finally turned down sharply in September. But long 
before August, the danger flags were waving. As early as Janu- 
ary, two series made their highs, and started down in February. 
There were no storm signals in March or April, but there was a 
whole cluster of them in May and June. 
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Now that’s one of the advantages of this quantitative method of 
business analysis. By watching closely what happens to a large 
number of individual industrial series, one gets hints when a rise 
is beginning to peter out, or again when a decline is rounding out 
a bottom. In 1932, the signals began to fly about early in the year, 
thus anticipating the turn in June. There was a relapse then, as 
you'll remember, when the banks closed down in March, 1933. 
But after the banks reopened, business turned up smartly. So 
persons who had followed the signals as far back as 1932, would 
have been amply prepared for the 1933 recovery. 

The year 1937 is especially interesting. Here’s a decline that 
came upon most people with startling suddenness. The stock mar- 
ket crashed harder than it did in 1929. Very few forecasters called 
this one. And yet, again the storm signals had been flying. As 
early as February, three individual industrial series anticipated 
the decline in business that took place in September. In March, 
the stock market, among other series, signalized a downturn. In 
April and May more and more business indicators joined the 
procession. Again the quantity method of business analysis came 
through. 

And the same goes for 1938. The upturn started in June, but in 
January and February, the vanguard of the signals were hoisted. 
Silk deliveries turned up in February, rubber consumption, cement, 
and other building materials in March. 


Interpreting the Signs 


I don’t want to leave the impression that all I do is to count 
noses among the various industrial series, and that when I get 
more noses pointing up than down, I decide that business is going 
up, and vice versa. I wish it were as simple as that. Actually, it is 
necessary to evaluate carefully each individual statistical series—to 
fit it in the economic scheme of things. Obviously a downturn in 
production of alcoholic beverages would not be given as much 
weight as an upturn, say, in cotton consumption or steel produc- 
tion. Thus, these various signals each must be considered in its 
own right. One straw doesn’t break the camel’s back, and one up- 
turn doesn’t launch business on a bull market. 

Other factors must be considered—must affirm what the signals 
are saying. In 1937, for instance, business was running along in 
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a pretty high sweat. Prices were up, there were bottlenecks in 
skilled labor, strikes for increased wages were numerous, and cor- 
poration profits were being squeezed by rising costs. The govern- 
ment, moreover, had thrown out a general warning that the boom 
had to be controlled. The Federal Reserve Board raised reserve 
requirements and the Treasury sterilized gold that was coming in 
from Europe. Everyone got so terrified about what would happen 
if the government did not succeed in getting business under con- 
trol that the bottom just fell out of things. Well, if in February, 
March, and April—with the government’s policy in mind—one had 
watched those storm signals flying for the first time, it would only 
have been natural to raise the question whether the 1936-1937 rise 
in business could continue. And questioning oftentimes leads to a 
correct forecast. 


Regional Business Indexes 


Business Week has developed something new for its work in 
business analysis. I’m not sure how successful we will be with 
this new statistical device. About three years ago, I came to the 
conclusion that in studying business conditions the tendency was 
to pay attention almost exclusively to particular industries. We 
studied business vertically, so to speak—what happened in steel, in 
business equipment, in textiles, in carloadings, and so on. But we 
did not study what was happening geographically—how the South- 
west was progressing, or New England, or the West Coast. 

So we set out to see whether we could improve our methods of 
arialysis with a series of regional business indexes. We've just 
about completed our work, but we’re not yet ready to release the 
results formally. We've divided the country into twelve regions, 
the same regions the Reserve Board has for its twelve Federal Re- 
serve districts. And we’ve worked out business indexes for each 
of these twelve areas. These indexes show the income trends for 
each district, and they will be useful to companies engaged in dis- 
tribution. Companies can compare their sales with the income 
trend in the particular areas in which they are doing business and 
of course they can determine from these indexes which particular 
districts offer the best opportunities for sales expansion. Obvi- 
ously, if income is in a sharp uptrend in the Southeast, as an ex- 
ample, and is more or less moving an erratic straight line in the 
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Great Plains, the Southeast offers a better chance for sales promo- 
tion, and therefore it would be well to concentrate sales effort there, 
rather than in an area that is not doing as well. That, of course, 
would be a specific use of these indexes. 

But I think they may be helpful in broadening out our forecast- 
ing technique. They form an additional group of potential storm 
signals. Take 1937 once again as an instance. Business didn’t 
turn down in the country as a whole until September. But in the 
Atlanta and the St. Louis Reserve districts the downturn started 
in May, according to our new indexes. And five districts—New 
York, Philadelphia, Cleveland, Richmond and California—con- 
firmed this in June. Surely, the geography of the country was 
crying out two to three months ahead of time that business was 
heading for a crack-up in that year. 


A Forecast of the Immediate Future 


So much for the technique of forecasting—at least for the time 
being. I hardly think it would be fitting and proper to conclude a 
talk on the art of forecasting without going out on a limb and 
making a forecast. So here goes. 

I said at the outset of this talk that we are in a period in which 
the cost accountant has a special responsibility, a period in which 
his advice to his corporation managers may make all the difference 
between a profit and a loss in the annual report to stockholders. 
The reason for that is that we are heading into a period in which 
business operations will be dominated by higher costs. 

It is not fully realized yet, but there was a ¢lear-cut turning point 
in our economic life back in May and June of this year. That was 
when the tide of battle definitely turned against France and when 
Italy entered the war on the side of Germany. Immediately, this 
country’s attitude toward the war and preparedness underwent a 
dynamic change. Airplanes and tanks and seapower became the 
paramount concern of millions of people. President Roosevelt was 
able to get Congress to grant large appropriations for the Army 
and the Navy. As the result, national defense today is the domi- 
nant force in our economic and social life. 

As a result, already there are labor shortages in many lines. 
Right here in Philadelphia, when the Frankford Arsenal wanted 
skilled machinists and lens makers, the reservoir of workingmen 
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was insufficient. Nor is this condition local. It is true of machine 
tool centers in Massachusetts and Ohio, of airplane areas in Con- 
necticut and California, and in numerous precision machinery cen- 
ters all over the country. And, of course, in all of these main 
munitions centers there has developed an increasing demand for 
housing to accommodate the increasing number of new workers. 
So there’s a double shortage of skilled workers to produce special- 
ized types of goods such as tanks, aircraft, cannon, shells, smoke- 
less powder, and so on, and likewise a shortage of skilled workers 
to build houses for them. 


Commodity Prices 


Ultimately, I feel sure, commodity prices are going up. For we 
will see the day when business men will be bidding against one an- 
other for commodities, just as they probably will be bidding 
against one another for labor. I realize that the National Defense 
Commission is trying to work out a system of priorities so as to 
eliminate the problems of competitive bidding for goods and 
services to prevent a consequent price rise. But it isn’t going to be 
simple. And, of course, conscription is not going to ease either the 
production or the labor situation. 

What we have to realize is that national defense is the biggest 
thing to hit business since the stock market crash set off the defla- 
tionary spiral in the fall of 1929. And there’s no doubt in my mind 
that as a result of the push that business will get from national de- 
fense expenditurés, industrial activity in the United States will 
climb to all-time high record levels. That’s my forecast. 


Basis for Forecast 


And it’s based on these facts. National defense expenditures 
ought to run at the rate of $5,000,000,000 a year during the next 
twelve months. Now $5,000,000,000 is a lot of money. It’s more 
than the total output of the automobile industry in a good year, 
such as 1937, or the best year ever—1929. It is one and two-thirds 
times the total exports of this country in recent years. It is equiva- 
lent to jobs for not less than 2,000,000 to 2,500,000 men. It is two 
and one-half times the annual sum of money that Great Britain is 
spending in this country on arms. 
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More than that, this $5,000,000,000 a year is only a beginning. 
By January, 1942, I should not be in the least bit surprised if gov- 
ernment spending on munitions was running at a $10,000,000,000 
rate, and possibly even more. So what we have established in this 
country is a gigantic new industry—armaments. It is bigger than 
the automobile industry. It means new plants, new housing, new 
types of machinery of all kinds. It is the foundation for a sharp 
expansion in business to a new peak. Right now the Business 
Week Index (in September) is running along around 130 which 
represents a very high level of business volume. But before the 
rise is over, a 10-point gain is easily possible, bringing the index 
up to the highest level in history—to 140. 


Rising Costs 

All of which means that the total volume of business done in the 
country will rise considerably from current levels—7™% per cent at 
the very least. Inevitably, under such an impact of government 
spending, prices will have to rise, and so will the demand for labor. 
This will be a period in which unions will be operating in a seller’s 
market, and wages will go up. And this, of course, is what makes 
the job of the cost accountant tough. 

He must figure out ways of keeping expenses down when the 
trend is definitely the other way. And in view of that, it seems to 
me that from an operating standpoint it has ceased to be wise to 
be cautious. Inventory policy should be geared to this expanding 
phase in domestic business. It is smart to be overstocked, rather 
than understocked. And in connection with labor, it would seem 
to be better to have a full supply of workers on hand, rather than 
run the risk of being short of skilled workers when orders are 
heaviest. 

Already, in the rise in commodity prices during the last few 
weeks—since the middle of August—there is evidence that busi- 
ness men generally are becoming conscious that a period of rising 
costs is ahead. This is what happened. Most business men have 
hesitated to enter the markets for inventories because they feared 
that Britain might lose the war and commodity prices would col- 
lapse. So rather than take that risk, they preferred to buy on a 
hand-to-mouth basis. But now with each week that Britain lasts, 
the conviction grows stronger that Britain will not succumb to 
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German might, and that British buying will still be a support to 
domestic business next spring. So domestic purchasing agents 
became sufficiently encouraged to expand their purchases. 

The double-powered buying by both the British government 
and the American government of munitions and other goods pro- 
duced by the heavy industries provides a cushion against a drop 
in business. In fact, the munitions buying acts as a spur to further 
expansion. And that’s why the cost accountant must be on guard. 
That’s why, if he is to minimize the rise in costs for his company, 
he must plan for a fairly protracted period of increasing inventory 
and wage costs ahead. Unless he does, profits will inevitably be 
squeezed. On the one hand, the government will make efforts to 
keep down prices of finished goods. On the other hand, taxes— 
because of the need to pay for the cost of national defense—will 
increase. It’s an all-around squeeze you’re up against. Therefore, 
all I can forecast is that during the next twelve to eighteen months, 
you men have your work cut out for you. 
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FORECASTING AND BUDGETING 


Henry C. Perry, Secretary and Treasurer, 
Heywood-Wakefield Co., Gardner, Mass. 


| CORRESPONDENCE which led up to the preparation of 

this article it was suggested that the word “forecasting” be sub- 
stituted for the word “budgeting,” for the reason that very fre- 
quently in business practice the budget is regarded as an expres- 
sion of wishful thinking rather than an attainable objective. While 
I respect the psychology of this approach to the subject, I want to 
say, most emphatically, that if your forecast or your budget is 
merely a collection of inaccurate guesses and estimates which have 
little or no practical value to the business, then they are, in effect, 
the product of wishful thinking—a lesson in arithmetic, if you will 
—and ought to be tossed into the wastebasket. If, however, these 
forecasts and budgets are recognized as a compass by which to 
keep as closely as possible to a chartered course; if they are ac- 
cepted by management for the purposes of control and as a vehicle 
by which the business may reach a definitely appointed objective, 
then, and only then, will they become a valuable co-ordinating 
mechanism in corporate activity and of positive aid to management. 
And let me remind you that unless your forecasting and budgeting 
apparatus have not only the blessing but also the active and in- 
sistent support of your president, unless he is sold on their value 
to the business and the necessity of enforcement, roll out the bar- 
rel. You may as well sit down to a game of -dominoes. 


The Budget a Flexible Plan, Not a Financial Strait Jacket 


Internal control of business through the use of a corporate 
budget involves consideration of the expectations of management, 
the expectations of management’s banker, and the responsibilities 
falling upon the budget officer whose duty it is to develop a pro- 
gram which measures up to the requirements of all concerned. The 
budget in corporate control is no longer marked by the experimen- 
tal or the mysterious. You men are acquainted with volumes of 
case material which demonstrate the practical application of 
budgetary plans suited to the needs of varying classifications of 
business activity. Today, sound management demands the employ- 
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ment of measures which will furnish a guide to business profits 
and discloses the leading reasons for failure to achieve them. From 
the banker’s standpoint a budgetary program which translates and 
projects all of management’s plans in terms of operating state- 
ments may not insure credit when needed, but it is likely to place 
the business in condition to deserve it. 

More than one budget man has failed to sell himself because of 
his insistence that no estimate was worthy of consideration unless 
fully supported by a complete set of detailed figures. I disagree 
with the philosophy of that group which regards the budgets as a 
financial strait jacket. Budgetary plans, when relieved of super- 
fluous statistics, not only furnish necessary guideposts to execu- 
tive action but are more certain of success than those creations 
which, aimed at theoretically detailed control of operations, usually 
fall in the discard of their own weight—and it is right that they 
should. I have seen, just as you have, those forecasts and budgets 
supported by long-term charts and graphs and all of the economic 
intricacies which give background for the student’s paradise, but 
in my particular business niche, and for practical operating pur- 
poses, they are of doubtful value. These formulae make attractive 
pictures. They are masterpieces of technical expression and give 
wide latitude for theoretical exploration, but experience demon- 
strates that the value of an accountant’s work is measured by his 
ability to make other people understand it, and I don’t think that 
we, as accountants, can successfully market that brand of mer- 
chandise. 4 


The Company 


The fundamentals of control which I shall outline for your con- 
sideration presuppose the co-operation of management, a suitable 
accounting structure and sufficient interpretive intelligence for the 
translation and analysis of factual data as a service to management. 
The discussion will deal with nothing new in budgetary practice. 
It will discard all forms and specific methods of organization as 
being of less consequence than objective. Its purpose is only that 
of summarizing the fundamentals underlying proven and success- 
ful performance of the budget and those related reports which, if 
effectively maintained, make for orderly management and financial 
control of enterprise. 
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Now, how does shirt-sleeves management deal with these mys- 
terious subjects of forecasting and budgeting? I say “shirt- 
sleeves” management because I come from the hills of Western 
Massachusetts, where they call a spade a spade. I am identified 
with a business that has a history of 114 years and, contrary to 
popular impression, the first hundred years were not the hardest. 
We make a diversified line of wood furniture, rattan furniture, 
baby carriages, theatre seating, bus and railway car seating and 
other allied products. 


The Sales Forecast 


In my country you can’t sell pink elephants, but we have been 
able to sell a sales forecast. It represents the keystone of our 
budget. Inability to estimate sales with worthwhile accuracy we 
regard as an excuse, rather than a reason, for not using budgetary 
control. While there are a few cases in which executives other 
than the sales manager determine what the sales forecast shall be, 
the practice of our company is to make the sales manager, and 
through him the district managers and individual salesmen, re- 
sponsible for determining the primary sales objective for the year. 
This forecast of expected sales is then delivered by the selling di- 
vision to the president and the treasurer, and such correctives as 
are necessary to reflect prevailing or expected economic conditions 
are regarded as the responsibility of general management. Our 
actual performance against this forecast has been within a very 
small range of difference, and I'll get to something specific on that 
later. To be sure, as conditions change throughout the year the 
forecast is revised and made responsive to them, and at the same 
time we consider the effect of these changes in volume upon the 
budgetary control of our expenses and our profits or losses. 


Production and Inventory Budgets 


We have a production budget also, representing the translation 
of our sales forecast in terms of productive labor and material. 
You can, if you like, extend a unit sales forecast according to known 
costs of production, but because of our diversified lines and the 
detailed mechanics involved we believe in the use of a composite 
of labor and material investment, measured by the experience of 
previous years with adjustment to provide for expected base cost 
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variations that we know are taking place in productive activity. 
The preparation of a satisfactory labor and materials budget de- 
pends to a large degree upon the availability of adequate records 
based upon past performance, and we have those records. What 
we do is to make an over-all estimate, using this experience as a 
guide and at the same time give weight to known factors that are 
likely to affect it during the current year. 


We produce an inventory budget, projecting inventory invest- 
ment in relation to adequate turnover, and hold our factory man- 
agement responsible for results. Correlation between production 
and sales is the foundation of inventory investment control and one 
means by which the effectiveness of our purchasing and factory 
management is gauged. Good inventory control necessitates wide- 
awake, progressive management in which your methods of 
budgetary control will play an essential part. 


Expense Budgets 


In our manufacturing expense budget we have allowables in 
each account afforded by the plan of accounting in use. These 
allowable expenses are related to the amount of productive labor 
required for the completion of expected sales. We regard it as 
desirable that manufacturing expenses be budgeted by centers of 
responsibility. Both general and departmental management are 
held accountable for manufacturing expense investment and the 
maintenance of standard overhead rates used in the price structure. 
Preparation of the manufacturing expense budget in terms of in- 
dividual responsibility is essential if sound principles of budgetary 
control are followed, and our experience demonstrates that ex- 
pense budgets should include only those expenses for which the 
respective department heads are responsible and over which they 
have control. You can’t hold operating men responsible for some- 
thing that has been saddled on them by general management. 

Our selling and administrative expense budget, representing the 
expenses for which sales and general management are responsible, 
is prepared according to known requirements in the selling price 
structure. Field and headquarters’ management are held account- 
able for variations from the standards of expense used in price 
building. 
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The Master Budget 


We then have a Master Budget, representing the sum total of 
the sales forecast, the production budget, the inventory budget, and 
the manufacturing, selling and administrative expense budgets, 
which sets forth the anticipated profit or loss resulting from manu- 
facturing and trading operations and against which actual per- 
formance is measured from month to month. 

We develop a plant and equipment budget, covering proposed 
expenditure for fixed assets to be acquired during the budget 
period, and it is prepared by the officer in charge of physical prop- 
erties. The scheduled expenditure describes the projects contem- 
plated and the approximate date when payment will be due, and is 
supported by general management authorization. 

We also have a cash forecast. It is essential for the determina- 
tion of financial policies involving plant expansior, payment of 
dividends, liquidation of outstanding debt and adequate financing 
of seasonal peaks in business activity. These short-term forecasts 
are handed in by our collection department from estimates of avail- 
able revenue by analysis of accounts receivable, sales to be billed 
and velocity of turnover as demonstrated by previous experience. 
Disbursements for the period are determined from working cap- 
ital needs, established in the production, inventory and expense 
budgets, together with commitments for dividends, taxes and 
property expenditures. This cash budget acts as a guide in pre- 
serving cash position and indicates, if we are borrowing money, 
when bank loans must be negotiated, and how and when they will 
be discharged. 


The Projected Balance Sheet and Disposition of Funds Statement 


We have had some experience with a projected balance sheet, 
setting forth the results of the budget program upon the resources 
and liabilities of the business. The number of companies which 
prepare balance sheet forecasts is limited, and we do not use it for 
any purpose other than general information to our board of di- 
rectors and our bankers as a measuring device of what the budget 
will produce in balance sheet position if followed by management. 

Our Disposition of Funds Statement I believe to be one of the 
most important, if not the most important, in our report structure. 
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Its purpose is to describe the source of revenue and capital made 
available during the period and the disposition of these funds in 
plant expenditure, payment of dividends, adjustment of working 
capital position and other significant changes in operating and 
financial status. It is an effective co-ordinating link between the 
operating statement and the balance sheet, and is developed on the 
“where got, where gone” principle. 

These represent the major reports which constitute our fore- 
casting and budgetary program. 


Budget Objectives 


In our practice we regard the purpose of the budget as one that 
will analyze the situation, develop the course our business is to 
follow and then assist management in controlling operations so 
that desired objectives may be obtained, or at least approximated. 
If the only measure of the budget is one of prophecy, and manage- 
ment fails to use it as a tool for the control of internal operations, 
adoption of the program is of questionable wisdom. The budget is 
not a substitute for good management. It is not a substitute for 
sales, merchandising, production and financial brains which, after 
all, are the mainspring of stability and progress in any busi- 
ness. You will be disappointed if you expect a plan of budgetary 
control to turn a loss into a profit over night. It won’t serve man- 
agement as rabbits do the magician. 

In my experience, failure of the budget in business practice may 
be traced to two principal causes—first, poor technique in devel- 
opment of the essentials and, second, ineffective presentation to 
executive heads of the business and those whose co-operation 
is absolutely necessary to success. Regardless of anything 
else, your budget must be practical and made to fit the par- 
ticular needs of your own business. It cannot be introduced by a 
novice or developed and applied with indifference. Dealing so 
broadly with human nature, it must be carefully and completely 
sold to those who are to use it and to the organization which is 
governed by it. If the budget is carelessly prepared and not re- 
lated to actual operations, it will command no respect from the 
executives who are supposed to use it, and you can’t blame man- 
agement for negative thinking when you fail to deliver the goods. 
If all that is wanted by executive management is a brief high-spot 
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comparison of budget and actual results each month, that is what 
the budget executive ought to prepare. Give management what it 
wants. You can’t be expected to sell any more than what the man- 
agement is willing to use. 

I have met in practice, just as you have, that perennial handicap, 
phrased something like this: “Our business is different. You can 
budget a lot of businesses, but you can’t budget ours.” To me, that 
statement represents silly, defeatist thinking. My answer is: De- 
termine what you want, what the final result ought to be, and work 
backwards from it, doing all things which may be necessary to ac- 
complish that result. The control of operating costs is a primary 
function of management. It is what management is hired and paid 
for. Where there’s a will, there’s a way. 








